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Executive Summary

The 2020 Cost Recovery Study includes the latest fee-related cost and revenue data
gathered for FYE 2019 (i.e., July 1, 2018 - June 30, 2019). The results of this 2020 Cost
Recovery Study will be used as a tool in the preparation of the FYE 2021 budget, and
for evaluating potential amendments to the Air District’'s Regulation 3: Fees.

The completed cost recovery analysis indicates that in FYE 2019 there continued to be
a revenue shortfall, as overall direct and indirect costs of regulatory programs exceeded
fee revenue (see Figure 2). For FYE 2017 to 2019, the Air District is recovering
approximately 84 percent of its fee-related activity costs (see Figure 3). The overall
magnitude of this cost recovery gap was determined to be approximately $8.4 million.
This cost recovery gap was filled using General Fund revenue received by the Air District
from the counties’ property tax revenue.

The 2020 Cost Recovery Study also addressed fee-equity issues by analyzing whether
there is a revenue shortfall at the individual Fee Schedule level. It was noted that of the
twenty-three Fee Schedules for which cost recovery could be analyzed, seven of the
component Fee Schedules had fee revenue contributions exceeding total cost.

Background

The Air District is responsible for protecting public health and the environment by
achieving and maintaining health-based national and state ambient air quality standards,
and reducing public exposure to toxic air contaminants, in the nine-county Bay Area
region. Fulfilling this task involves reducing air pollutant emissions from sources of
regulated air pollutants and maintaining these emission reductions over time. In
accordance with State law, the Air District’s primary regulatory focus is on stationary
sources of air pollution.

The Air District has defined units for organizational purposes (known as “Programs”) to
encompass activities which are either dedicated to mission-critical “direct” functions,
such as permitting, rule-making, compliance assurance, sampling and testing, grant
distribution, etc., or are primarily dedicated to support and administrative “indirect”
functions. The Air District has also defined revenue source categories (known as “Billing
Codes”) for the permit fee schedules, grant revenue sources, and general support
activities.

The Air District’s air quality regulatory activities are primarily funded by revenue from
regulatory fees, government grants and subventions, and county property taxes.
Between 1955 and 1970, the Air District was funded entirely through property taxes. In
1970, the California Air Resources Board (CARB) and U.S. Environmental Protection
Agency began providing grant funding to the Air District. After the passage of
Proposition 13, the Air District qualified as a “special district” and became eligible for AB-
8 funds, which currently make up the county revenue portion of the budget.

State law authorizes the Air District to impose a schedule of fees to generate revenue to
recover the costs of activities related to implementing and enforcing air quality programs.
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On a regular basis, the Air District has considered whether these fees result in the
collection of a sufficient and appropriate amount of revenue in comparison to the cost of
related program activities.

In 1999, a comprehensive review of the Air District’s fee structure and revenue was
completed by the firm KPMG Peat Marwick LLP (Bay Area Air Quality Management
District Cost Recovery Study, Final Report: Phase One — Evaluation of Fee Revenues
and Activity Costs; February 16, 1999). The Study recommended an activity-based
costing model, which has been implemented. Also, as a result of that Study, the Air
District implemented a time-keeping system. These changes improved the Air District’s
ability to track costs by program activities. The 1999 Cost Recovery Study indicated that
fee revenue did not offset the full costs of program activities associated with sources
subject to fees as authorized by State law. Property tax revenue (and in some years,
fund balances) have been used to close this gap.

In 2004, the Air District's Board of Directors approved funding for an updated Cost
Recovery Study that was conducted by the accounting/consulting firm Stonefield
Josephson, Inc. (Bay Area Air Quality Management District Cost Recovery Study, Final
Report; March 30, 2005). This Cost Recovery Study analyzed data collected during the
three-year period FYE 2002 through FYE 2004. It compared the Air District’'s costs of
program activities to the associated fee revenues and analyzed how these costs are
apportioned amongst the fee-payers. The Study indicated that a significant cost
recovery gap existed. The results of this 2005 report and subsequent internal cost
recovery studies have been used by the Air District in its budgeting process, and to set
various fee schedules.

In March 2011, another study was completed by the Matrix Consulting Group (Cost
Recovery and Containment Study, Bay Area Air Quality Management District, Final
Report; March 9, 2011). The purpose of this Cost Recovery and Containment Study
was to provide the Air District with guidance and opportunities for improvement regarding
its organization, operation, and cost recovery/allocation practices. A Cost Allocation
Plan was developed and implemented utilizing FYE 2010 expenditures. This Study
indicated that overall, the Air District continued to under-recover the costs associated
with its fee-related services. In order to reduce the cost recovery gap, further fee
increases were recommended for adoption over a period of time in accordance with a
Cost Recovery Policy to be adopted by the Air District’'s Board of Directors. Also, Matrix
Consulting Group reviewed and discussed the design and implementation of the new
Production System which the Air District is developing in order to facilitate cost
containment through increased efficiency and effectiveness.

Air District staff initiated a process to develop a Cost Recovery Policy in May 2011, and
a Stakeholder Advisory Group was convened to provide input in this regard. A Cost
Recovery Policy was adopted by the Air District's Board of Directors on March 7, 2012.
This policy specifies that the Air District should amend its fee regulation, in conjunction
with the adoption of budgets for Fiscal Year Ending (FYE) 2014 through FYE 2018, in a
manner sufficient to increase overall recovery of regulatory program activity costs to
85%. The policy also indicates that amendments to specific fee schedules should
continue to be made in consideration of cost recovery analyses conducted at the fee
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schedule-level, with larger increases being adopted for the schedules that have the
larger cost recovery gaps.

In February 2018, the Matrix Consulting Group completed an update of the 2011 cost
recovery and containment study for the fiscal year that ended June 30, 2017. The
primary purpose of this Study was to evaluate the indirect overhead costs associated
with the Air District and the cost recovery associated with the fees charged, by the Air
District. The project team evaluated the Air District's FYE 2017 Programs to assess their
classification as “direct” or “indirect”. In addition, they audited the time tracking data
associated with each of the different fee schedules. The Study provided specific
recommendations related to direct and indirect cost recovery for the Air District, as well
as potential cost efficiencies.

This 2018 Cost Recovery Study incorporated the accounting methodologies developed
by KPMG in 1999, Stonefield Josephson, Inc. in 2005 and Matrix Consulting Group in
2011. The Study included the latest cost and revenue data gathered for FYE 2017 (i.e.,
July 1, 2016 - June 30, 2017). The results of the 2018 Cost Recovery Study were used
as a tool in the preparation of the budgets for FYE 2019 and FYE 2020, and for
evaluating potential amendments to the Air District’'s Regulation 3: Fees.

Legal Authority

In the post-Prop 13 era, the State Legislature determined that the cost of programs to
address air pollution should be borne by the individuals and businesses that cause air
pollution through regulatory and service fees. The primary authority for recovering the
cost of Air District programs and activities related to stationary sources is given in Section
42311 of the Health and Safety Code (HSC), under which the Air District is authorized
to:

e Recover the costs of programs related to permitted stationary sources

e Recover the costs of programs related to area-wide and indirect sources of
emissions which are regulated, but for which permits are not issued

e Recover the costs of certain hearing board proceedings

e Recover the costs related to programs that regulate toxic air contaminants

The measure of the revenue that may be recovered through stationary source fees is
the full cost of all activities related to these sources, including all direct Program costs
and a commensurate share of indirect Program costs. Such fees are valid so long as
they do not exceed the reasonable cost of the service or regulatory program for which
the fee is charged, and are apportioned amongst fee payers such that the costs allocated
to each fee-payer bears a fair or reasonable relationship to its burden on, and benefits
from, the regulatory system.

Air districts have restrictions in terms of the rate at which permit fees may be increased.
Under HSC Section 41512.7, permit fees may not be increased by more than 15 percent
on a facility in any calendar year.



Study Methodology

The methodology for determining regulatory program revenue and costs is summarized
as follows:

Revenue

Revenue from all permit renewals and applications during the FYE 2019 was assigned
to the appropriate Permit Fee Schedules. This is a continued improvement over prior
years’ process due to the more detailed data available in the New Production System.

Costs

Costs are expenditures that can be characterized as being either direct or indirect. Direct
costs can be identified specifically with a particular program activity. Direct costs include
wages and benefits, operating expenses, and capital expenditures used in direct support
of the particular activities of the Air District (e.g., permit-related activities, grant
distribution, etc.).

Indirect costs are those necessary for the general operation of the Air District as a whole.
Often referred to as “overhead”, these costs include accounting, finance, human
resources, facility costs, information technology, executive management, etc. Indirect
costs are allocated to other indirect Programs, using the reciprocal (double-step down)
method, before being allocated to direct Programs.

Employee work time is tracked by the hour, or fraction thereof, using both Program and
Billing Code detail. This time-keeping system allows for the capture of all costs
allocatable to a revenue source on a level-of-effort basis.

Employee work time is allocated to activities within Programs by billing codes (BC1-
BC99), only two of which indicate general support. One of these two general support
codes (BC8) is identified with permitting activities of a general nature, not specifically
related to a particular Fee Schedule.

Operating and capital expenses are charged through the year to each Program, as
incurred. In cost recovery, these expenses, through the Program’s Billing Code profile,
are allocated on a pro-rata basis to each Program’s revenue-related activity. For
example, employees working in grant Programs (i.e., Smoking Vehicle, Mobile Source
Incentive Fund, etc.) use specific billing codes (i.e., BC3, BC17, etc.), and all
operating/capital expense charges are allocated pro-rata to those grant activities.
Employees working in permit-related Programs (i.e., Air Toxics, Compliance Assurance,
Source Testing, etc.) also use specific billing codes (i.e., BC8, BC21, BC29, etc.) and all
operating/capital expense charges incurred by those Programs are allocated pro-rata to
those Program’s activity profiles as defined by the associated billing codes.

Direct costs for permit activities include personnel, operating and capital costs based on

employee work time allocated to direct permit-related activities, and to general permit-

related support and administrative activities (allocated on pro-rata basis). Indirect costs
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for permit activities include that portion of general support personnel, operating and
capital costs allocated pro-rata to permit fee revenue-related program activities.

Study Results

Figure 1 shows a summary of overall regulatory program costs and revenue for FYE
2019. Figure 2 shows the details of costs and revenue on a fee schedule basis for FYE
2019 by schedule. Figure 3 shows the details of average schedule costs and revenue
for the three-year period FYE 2017 through FYE 2019 by schedule.

Discussion of Results

Figure 1 indicates that in FYE 2019 there continued to be a revenue shortfall, as the
direct and indirect costs of regulatory programs exceeded fee revenue. The overall
magnitude of the cost recovery gap was determined to be $7.9 million for FYE 2019.
This cost recovery gap was filled by General Fund revenue received by the Air District
from the counties.

Figure 2 shows that in FYE 2019 there were revenue shortfalls for most of the twenty-
three fee schedules for which cost recovery can be analyzed. For FYE 2019, the Air
District is recovering approximately 86% of its fee-related activity costs. The revenue
collected exceeded Program costs for seven fee schedules. These are Schedule B
(Combustion of Fuels), Schedule C (Stationary Containers for the Storage of Organic
Liquids), Schedule D (Gasoline Transfer at Gasoline Dispensing Facilities, Bulk Plants
and Terminals), Schedule G-5 (Miscellaneous Sources), Schedule L (Asbestos
Operations), Schedule R (Equipment Registration Fees), and Schedule X (Community
Air Monitoring). The revenue collected was less than program costs for 16 fee
schedules. These are Schedule A (Hearing Board), Schedule E (Solvent Evaporating
Sources), Schedule F (Miscellaneous Sources), Schedule G-1 (Miscellaneous Sources),
Schedule G-2 (Miscellaneous Sources), Schedule G-3 (Miscellaneous Sources),
Schedule G-4 (Miscellaneous Sources), Schedule H (Semiconductor and Related
Operations), Schedule | (Dry Cleaners), Schedule K (Solid Waste Disposal Sites),
Schedule N (Toxic Inventory Fees), Schedule P (Major Facility Review Fees), Schedule
S (Naturally Occurring Asbestos Operations), Schedule T (Greenhouse Gas Fees),
Schedule V (Open Burning), and Schedule W (Refinery Emissions Tracking),.

Figure 3 shows that over a three-year period (FYE 2017 through FYE 2019) there were
revenue shortfalls for most of the twenty-three fee schedules for which cost recovery can
be analyzed. For this three-year period, the Air District is recovering approximately 84%
of its fee-related activity costs. The revenue collected exceeded costs for five fee
schedules. These are Schedule B (Combustion of Fuel), Schedule C (Stationary
Containers for the Storage of Organic Liquids), Schedule G-5 (Miscellaneous Sources),
Schedule L (Asbestos Operations), and Schedule X (Community Air Monitoring). The
revenue collected was lower than costs for 18 fee schedules. These are Schedule A
(Hearing Board), Schedule D (Gasoline Transfer at Gasoline Dispensing Facilities, Bulk
Plants and Terminals), Schedule E (Solvent Evaporating Sources), Schedule F
(Miscellaneous Sources), Schedule G-1 (Miscellaneous Sources), Schedule G-2
(Miscellaneous Sources), Schedule G-3 (Miscellaneous Sources), Schedule G-4
(Miscellaneous Sources), Schedule H (Semiconductor and Related Operations),
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Schedule | (Dry Cleaners), Schedule K (Solid Waste Disposal Sites), Schedule N (Toxic
Inventory Fees), Schedule P (Major Facility Review Fees), Schedule R (Equipment
Registration Fees), Schedule S (Naturally Occurring Asbestos Operations), Schedule T
(Greenhouse Gas Fees), Schedule V (Open Burning), and Schedule W (Refinery
Emissions Tracking).

The Air District uses the three-year averages shown in Figure 3 in evaluating proposed
amendments to Regulation 3, Fees at the fee schedule level because longer averaging
periods are less sensitive to year-to-year variations in activity levels that occur due to
economic or market variations and regulatory program changes affecting various source
categories.

Conclusions

Air District staff has updated the analysis of cost recovery of its regulatory programs
based on the methodology established by the accounting firms KPMG in 1999 and
Stonefield Josephson, Inc. in 2005 and updated by Matrix Consulting Group in 2011 and
in 2018. The analysis shows that fee revenue continues to fall short of recovering activity
costs. For FYE 2017 to 2019, the Air District is recovering approximately 84% of its fee-
related activity costs. The overall magnitude of this cost recovery gap was determined
to be approximately $8.4 million.

To reduce or stabilize expenditures, the Air District has implemented various types of
cost containment strategies, including developing an online permitting system for high-
volume source categories, maintaining unfilled positions when feasible, and reducing
service and supply budgets. In order to reduce the cost recovery gap, further fee
increases will need to be evaluated in accordance with the Cost Recovery Policy
adopted by the Air District’'s Board of Directors.
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Figure 1. Total Permit Fee Revenue, Costs and Gap for FYE 2019
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Figure 2: Fee Revenue and Program Costs by Fee Schedule, FYE 2019
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Figure 3: Fee Revenue and Program Costs by Fee Schedule, FYE 2017-2019, 3-Year Average
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